
SAC(integrated) - SAC(service I) = IC(Service In

For each of the services the incremental cost will be calculated as follows:

SAC (Integrated) - SAOvideo) = IC(telephone)

Harris: $1000 - 700 = 300

Johnson: $1650 - 1400 = 250

SAC(Integrated) - SAC(telephone) = IC(video)

Harris: $1000 - 900 = 100

Johnson: $1650 - 800 = 850

Common COStS (CC) are the obverse of Incremental ,:<)sts

SAC(Service n - IOService 1) = CC(Service r

For each of the services. the common costs will be calculated as follows:

SAC(telephone) - I((telephone) = CC(telephone)

Harris: 5900 - 300 = 600

Johnson: 5800 - 250 = 550

SAC(video) - IC(video I = CC(video)

Harris: 5700 - 100 = 600

Johnson: $1650 - 850 = 550

Before we begin the cost allocation exercise. it is interesting to note the cost structure

in the two examples. First. note that Harris. the telephone company witness. uses an example

in which the cost of an inte:-acrive video system IS less (han the cost of an imeractive telephone

system. This is. at the ver:. ieast. coumer-intuitive Jiihnson. on the other hand. shows a ,:ost

for an interactive video system that is almost tWIce that i)( a telephone system. The empirical



evidence suggests that interactive video costs should be higher, but perhaps not that much

hiQher.

Second, although common costs are of similar magnitude in both analyses, they appear

to be a much larger percentage of total costs in the Harri.s example and the Johnson telephone

case. In the Harris example, they are 67 percent of telephone costs and 86 percent of vldeo

costs. In the Johnson telephone case, they are about 69 percent of telephone costs, but only 38

percent of video costs. This difference stems from fundamentally different assumptions about

the cost of building a stand-alone video system.

B. SL"BSIDY FREE PRICES

Using these numbers. we can calculate the range of subsidy- free prices for each of the

services on the integrated ne~work. Telephone subscribers must be charged at least their

incremental costs. Their rates would be at least 5300 in the Harris example. If that is all they

are charged. then video subscribers must be charged ):'00. m order for all costs to be covered.

Conversely. video subscribers must be charged at !e:,::,sT <5' 00 ff that is all they are charged.

then telephone subscribers must be charged 5900 In order to cover all costs.

Thus. telephone subsc:-ibers can cover be~wee:J 5300 and 5900 of the total costs, while

video subscribers can be charged between 5100 and S'700. without incurring any subsidy.

In the Johnson example. telephone subscribers must be charged between 5:250 and 5800,

while video subscribers must be charged between 5850 and 51450. Johnson sums the situation

up as follows:

As long as video subscribers pay no less than the video incremental cOSt of 5850,
telephone subscribers would pay not mor~ thar '5800 -- no more than L1ey would



be obliged to pay in the absence of video Thus, cross-subsidization of video
would not arise. If video were assigned no common costs, telephone users would
enjoy none of the benefits of the integrated network (though they should be no
worse off than with a separate telephone network). Conversely, if video were
assigned all the common costs, video users would be no better off, nor worse off,
than if they were confmed to a separate video network. Any particular
assignment, then, determines how the benefits of joint network use are shared
between telephone and video users. 46

C. PROBLEMS POSED BY THE EXISTING NETWORK

The above examples consider only new networks being built. The difficulty of

identifying costs is compounded by the existence of the current network.

Harris adds a wrinkle to this analysis when he assumes that the stand-alone cost of the

new telephone network. is lower than the current costs of delivering telephone service. In his

example, current telephone costs are 51200. comoared fO only S1000 of the new stand-alone

network. 47

Harris then argues that the cost comparison should be between the existing network and

the new network.

If SAC (Voice) is less than SAC (Present Method of Operation) and the price of
video is greater than Ie (video), then basic ratepayers are better off in the long
run with the new net\vork investment·q

In essence. Harris suggests that a price ceiling of the present method of operation is all

that must be met.

This cannot be correct for purposes of long run pricing. however. Harris is comparing

46Johnson. p. 4.

47Harris. p. 7 .

'8H '. -~ arrIS. p. I .
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a sunk historical cost to a long run incremental cost. in a competitive marker. the current cost

could never be collected if it were above the cost of some available alternative, since competitors

with the new technology would enter and put the incumbent out of business. The difference

between the current method of operation and the Least Cost, Stand-Alone new system cost must

be considered a monopoly rent (protected by some barrier to entry) and it must not be collected

by the incumbent. This is one fundamental flaw in the companies' proposal.

Not surprisingly, Johnson, the cable company witness, pushes the example in the opposite

direction. Instead of showing that consumers are geuing a good deal on the integrated network

(because new technology is less costly). he suggests that integration may be masking a bad deal

(see Table 2).

.'_.,._---------------
TABLE 2:

HYPOTHETICAL COST STRUCTURES OF VIDEO/TELEPHONE NETWORKS
WITH AND WITHOUT EXISTING NETWORK UPGRADES CONSIDERED

JOHNSON JOHNSON
1 Ignonng taking
e;osnng eXIsnng
networks) networks
Lntc aCc,)unt)

I='ITEGRATED SYSTEM
VIDEO ONLY
TELEPHONE ONLY
INCREMENTAL COST OF VIDEO
INCREMENTAL COST OF TELEPHONE
COMMON COSTS

51650
1400
300
S5G
250
- -- ,,,,
::" 'I!

$1650
1400
200

1450
2.50
-50

-----_.,--_.__ ...._---,------------

What if adding new functionalities to a telephone only network costs less than providing

them through an integrated network')



Table [2] displays the figures ... if we assumed. that a 5200 capital expendirure
on the existing telephony network would give it the same capability as the
telephony portion of the proposed integrated network. Consideration of the
existing network shows stunningly different results from those previously. 49

In this case, failure to take the existing network into account results in a cross-subsidy.

The analysis which takes the existing network into account costs less than the analYsis which- ~ -
includes telephone functionaliry in an integrated system.

If the company were permitted to proceed on the basis of the figures [ignoring the
existing network], and even if it proposed that video cover all the common cost
($550) in addition to incremental ($850), it would still fall short of covering the
true video incremental COSt of $1450 -- posing again the prospects of cross ­
subsidization. 50

The ability to impose these costs stems from market power. Comperirors cannot deploy

networks that match the current price plus upgrade

C. INIPLICATIONS OF LARGE COlYTIVION COSTS AND POSSIBLE COST
ALLOCATORS

The implications of these cost numbers go far beYond the question of monopoly rents and

cross-subsidy Even if we reject Harris' mistaken ,:offiDaris,Jn between historic and future costs.

allowing the allocation of all common costs to the monoDcly \Hility sector raises a competitive

problem.

In these examples. we note that the incremental cost tloor for video is extremely lOW

compared [Q its stand-alone cost We must ask nurse lve~ whether competition could possibly

survive such a radic3.l allocation of common costs Video competitors would have to find

4Q Johnson. p.8

SOJohnson. p 9



someplace to park between 67.5 percent and 875 percent of their cotal costs. This is highly

unlikely, to say the least.

At the same time, Johnson points out that there are major equity issues raised.

The allocation of common costs. therefore, raises issues of fairness or equity
between classes of users, not issues of subsidization of [one] service by another.
Nevertheless, issues of fairness and equity are imponant since most would agree
that all affected users of new technologies should share in whatever net benefits
those technologies confer; that is, common costs should be allocated in some fair
and reasonable way. reflecting national policy 5i

The large common costs in these examples results in a wide range of subsidy-free prices.

This underlies the debate over cost allocarors. Each of the authors. and a number of other

commenting panies have suggested a number of possible allocarors.

Virtual Loops: Harris. for example" argues thm if [he regulators are uncomfonable with

allowing the local exchange companies to allocate costs according to the market, they should use

a virtual loop approach. This approach is a favorite of the local exchange companies. Since

each service requires one channel or loop, they advocate splitting common costs 50-50 without

any cost causal analysis.

Two imerim cost allocation rules can be used that would permit speedy approval
of VDT service applic:mons:

1. pre-Pan 36, "regulated. not subject to separation." with common costs
allocated by either the virtual loop or direct investmem cost methods: or

2. under Pan 36. using the virtual loop (or other reasonable! method of allocating
common costs" 52

Cost Causative Loops: Methodologies such as "the loop is a loop" approach appear

<IJ hn 4-. 0 son. p ...

.'= Harrl" ~ ~ 11• ~. 1-" .
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reasonable since" a bit SIream is a biI stream", but thev are not actuallv based on cost causative, .

analysis. The cost of a loop on a broadband network designed and engineered for video is

greater than cost of a bit sue:J.ffi on a digital network designed for Ielephony.

Just because the basic architecture is the same does not mean that each of the two uses

are equally causative of the same costs. Proper COSt allocation principles require that the

necessary functionalities and capacities be considered In facr, designing the system to deliver

video is much more expensive than designing it to deliver telephony

• More fiber is needed between the central office and the pedestal.

• More electronics are needed on thar fioe:-

• More amplifiers are needed.

• Fewer lines CJn be served from a given pedestal.

For example, the Bell Atlantic and U S \Vest \,iDT applications are based on 600 homes

per remote distribution unit 'y Other applications of a video network are as low as 200 homes

per pedestal. In contrast. .Jlgital line carrie:- (DLe ,"or telephony can be designed at as much

as 2,000 homes per pedestal and cenainly more than .oon Therefore, VDT requires between

three and four times as manv remote distributIon unHS as DLC telephony Johnson uses an

53BeIl Atlantic. In the Maner of the Apolication of: The Chesaoeake and Potomac Teleohone
Comoanies of Marvland and Virzinia for authority pursuant to section 214 of the
Communic:uions Act of 193..1. as amended to construct. operate. own and maintain. facilities and
eauiomem to provide a commercial video dial tone ser/ice within a £eozraohic terrirorv defined
bv the Marvland and Virzinia Gorrions of the \Vashin£ton Local Access Transoon Area (LATA),
Exhibit 3A. and Bell Atlantic's Resoonse to Inauiries, December 16. 1994. Exhibit 3. for
common costs. U.S. West.. In (he Maner of the Aooiic3tion of U.S. West Communications.
Inc .. for Authoritv Vnder Section 214 of the Communications Act of 1934. as Amended to
Construct. Ooerare. Own. and \-laimain Facilities and EJuiomem to Provide Video Dialtone
Service in Ponions of the ()lorado Sorin£s Ser''IlCec~~rea Exhibit 3A.



example in which 9 strands of fiber are pulled for a video service and one strand of fiber is

pulled for telephone service /Johnson, p.14). Johnson's example would attribute 90 percent of

the costs to video.

Therefore, "the loop is a loop" approach se:-iously underestimates the costs caused by

video. The example of Remote Distribution Cnits (RDUs) suggests a difference of at least four

to one. A conservative estimate is that it should be weighted at least four times more heavily

than a telephone loop.

Minutes of Use: Traditional usage allocators of common costs. such as minutes of use,

have been shunned by local exchange comparues The reason is obvious: Americans watch a

great deal of television. The loop would be in usem average about 420 minutes per day for

video use. In contrast. it would be in use on average about 40 minutes per day for telephone

use (local and long distance Thus. a minutes-of:lse allocator would require a 7: 1 ratlo of

video to telephony This aJ1oC3.tor would attribute Q- :' percent of common costs to video

Actual Physical Use: Ironically, the local exchange companies find the most alanuing

allocator to be an actual usage allocator. Videc: usage i: nct only long in terms of time. it is

wide in tenus of bandwidth used (the information necessary to produce a picture is.arge

compared to voice commumc:.uions). If we count the number of bits flowing over the net\vork.

we find that the weighting would be on the order of 800 1. This allocator would attribute 99

percent of the costs to video.

Table 3 shows the results when the common costs from the earlier examples are allocated

by these four differem rules CFA and Cl~ believe ~ha[ 'he Table makes it clear that. because

the video service is the more demanding: of the aoob::.ltions. anv effort to undersL1nd the desi:w___ i • ~ --..

-q



and use characteristics of the network will attribute much more of the common

TABLE 3
THE IMPACT OF ALLOCATORS FOR COMMON COSTS
ON COST RECOVERED FROM TELEPHONE SERVICE

METHOD HARRIS
RATIO OF TELE VIDEO
v1DEO TO CMN TOT
TELEPHONY

JOHNSON
TELE VIDEO
CMN TOT

ALL TO TELEPHONE 0 600 900 100 550 800 850
LOOP IS A LOOP 1:1 300 600 400 275 525 1125
COST CAUSATIVE LOOP 4: 1 120 420 580 110 360 1290
MINUTES OF USE 11: 1 50 350 650 21 271 1379
BITS TRANSMITTED 800: 1 6 306 584 " 253 1397"'

--_._-_.__.._---

the common costs of the ne~'.v()rk to video That is \vhv the local exchange companies have

insisted that the broadband network is simply the "next step in telephony. "

D. POLICY IMPLICATIONS

The economic analysis of the video dialtone proposals and these examples of cost

allocation. with their dramat:c differences between results depending on which allocators are

chosen. underscore our rec'illInendarion that cost causat1ve analysls must be conducted and

combined with stand-alone cost analysis by the CommiSSion.

• Residemial fJtepayers should not be charged more than the least cost, total
service long nm incrememal cost of..::!)re services.

• Regulators mus, ask not only abom total service long run incremental cost: they
must also ask about the teast COSt stand- alone approach. including upgrades to

existing net\vcrks for the purposes of ldding functionality

The presence of signi~~c.:mt common cos:s. ane: the imerest of the companies in shifting

7Q



costs into the residential sector or denying the benefits of technological progress to the utility

sector, creates a strong public interest need to protect potential competitors and ratepayers.

Allocating costs to the competitive services prevents strategic pricing and minimizes the burden

on ratepayers.

The importance of a cost analysis and recovery methodology that protects captive

ratepayers is underscored by these examples. Subsidy free prices for telephone service would

fall in a wide range in both of these examples-- anywhere from 250 to 900. The moment the

FCC accepts the responsibility to allocate common costs in a reasonable fashion and enters into

a cost causative analysis. as required by Section 254(kl of the 1996 Act. the maximum that can

be charged to telephone service is cut by more than 50 percent.

so



IX.
THE FORWARD LOOKING COSTS OF At~ EFFICIENT

TELECOI\iINfUNICATIONS NETWORK

The hypothetical discussion of VDT applications raises serious public policy questions

about the fair and efficient allocation of economies of scale and scope. There is also the

suggestion of a major disparity in the cost estimates We have noted the very wide disparity

between the embedded costs claimed by the companies and the forward looking TSLRlC costs

calculated by others. In fact. this section demonstrates that the forward looking TSLRlC costs

before the FCC are probablY very good estimate': .if what an efficient teiecommunications

network should cost.

The section begins by comparing estimates ()f the :ost put before the FC'C in the LEC

video dialtone applications tc available evidence from ether sources. It then contrasts the

embedded cost claims to the litigated and estimated costs -Jf providing telecommunications

service.

A. THE ECONOI\IICS OF INTEGR'-\TED HYBRID FIBER/COAXIAL (HFC)
~'"ETWORKS

1. "Vhat Are the Costs of Integrated Hybrid Fiber"Coa.x Networks'?

Table 4 presents a series of estimates)f C:,Jsts for telephony only. video onlv and

integrated systems. The variety of estimates can helD [0 shed light on the wide range of cost

estimates that have been placed before the FCC in related proceedings.

x:



TABLE 4
COST ESTIMATES FOR DIGITAL LINE CARRIER AND HYBRID FIBER/COAX VIDEO

c. O. RDU! FEEDER
UTION

DISTRIB- DROP CUSTOMER TOTAL DLCN
PREMISE

TELEPHONY
Reed (A) 3
Hatfield (B) 45
Selwvn (C) 190

240 46
~

225 100

175 106
'--~

o 320

126 696
743
835

BROADCAST
CABLE CA)
Coax 12 19 26
Hybrid
Bus 15 307 104

182

150

82

106

103

126

424

7"7')
1-

INTERA.CTIVE
VIDEO
Hybrid (Al
SCM 329 299 34 170 82 103 1017
Bell (D)
Atlantic 103 144- 36 165 49 ,) 407

CS West CE) 208 195 107 p- ') 637_/

SOURCES AND NOTES. A) Reed. Residential Fibre Ontic Networks: An En!Zineerin!Z and
Economic Analvsis (Artech House, BostOn. 1992). Tables 5.3 and B.8. B) Hatfield, The Cost
of Basic Universal Service. July, 1994. Table 4- presents bottom up engineering costs for a
variety of density classes The three middle density classes. which are ideal candidate~ for
digital line carrier, all fall in the range of $726 to 5764. C) Economics and Technology, Inc.!
Hatfield Associates. Inc., The Endurin!Z Bottleneck, 1994 Table 3.2 presents the cost of adding
telephony to cable which relies on digital line carrler D) Bell Atlantic. In the Marter of the
Aonlication of: The Chesapeake and Potomac Telenhone Companies of Marvland and Vir2:inia
for aurhoritv pursuant to section 214 of the Communications Act of 1934. as amended to
construct. ooerare. own and maintain. facilities and eauinment to provide a commercial video
dialtone service within a !Zeo!Zraohic territorY defined bv the Marvland and Vir!Zinia Donions of
the \Vashimrton Local Access Transnon Area (LATAl, Exhibit 3A. and Bell Atlamic' s
Resnonse to Inquiries, December 16, 1994, Exhibit 3, for common costs. E) U.S. West. In
the ?vlarter of the Aonlication of U.S. West Communications. Inc .. for Authority Under Section
214 of the Communications Act of 1934. as ,-\mended to Construct. Operate. Own. and Maintain
Facilities and Eauinment (0 Provide Video Dialtone Service in Portions of (he Colorado Sorin!Zs
Service Area, Exhibit 3A Feeder, DistributlOn and Drop are separately identified in the
application Video serving ot1ice equipmem is treated as eqUlvaknt W Reed's central c{fice
eqUipment All other cases Jre treated as pedest.J.L mrerh.:e



As previously nared. digital line carrier for telephony and hybrid fiber/coax systems for

video are similar architectures They involve pulling fiber through the network to a poim where

it connects to a remote distribution unit. Bit streams are intertwined until they arrive at this

pedestal. Another transmission medium is then used for distribution plant: DLC uses copper;

Fiber/Coax systems use coaxial cable Bits are delivered to a network interface unit, which :hen

feeds them to a piece of customer premise equipment. Because the basic architecture is the

same. integrated delivery of telephony and video is an ate-active prospect.

All of the costs are presented in terms of capital cost per home passed. For the purpose

of this table .. the HFC network is assumed to be UbIqUItOUS -- l.e. all parential homes are passed.

This is the assumption used American compame:: and It .1ppears that Canadian companies

are aiming for the same goal It is important to nme however. that "all homes passed" does

not mean that the investmenr can be recovered frJm 1L subscribers. The starting point of "all

homes passed" is used to create an equivalent basis comparison purposes only.

The LEC cost estimates come in at about hal f tht leve! of publicly available figures,

Moreover. the most thorough "igures from Reed ilCtuJllv assume half as many remote units and

fifty percent more TV penetration. Therefore. [he_:~st cifferences are eve:1- larger than they

appear in the following Table C.S. West's figures: ~lre coser but still lovier bv a substantial

amount.

Cable industry experts argue that this is slmpl:- an underestimation of costs, particularly

in electronics LECs argue that this reflects dramatic decrelses in cost experienced over the past

few vears. but these dramatIC cost decreases are neve- :-ealized for othe:- services, like access.

LECs have been claiming for some time that :he cost of fiber is falling rapidly. The cost

8
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of digital switches has fallen by approximately 80 percent in the past few years. 54 Bell

Atlantic's numbers would suggest that the cost of electronics are plummeting. Between one half

and three quarters of the difference between the LEe estunate and the Hybrid-SCM estimates

is accounted for in the central office and remote distribution unit categories. Cost causative

analysis will be crucial here to ensure that telephone ratepayers do not pick up costs associated

with either video dialtone or the integration of video and telephony.

Recent evidence suggests that digital line carrier (DLC) for telephony can lower costs by

as much as 30 percent. For several decades. the local exchange companies have claimed that

the cost of network access IS stagnant. while eff:ci~ncies 1D switching and other network

functions were dramatic. This difference in COST reducTicn was the basis for the argument that

the cross-subsidy to local service was growing massIve: \

It is now clear that the cost of loop is underg"ing (, revolution and has been doing so for

some years. Digital line Clrrler delivers loop at middle to long distances (over 9000 feet) at a

dramatic cost saving compared to earlier technoicgies \:\rreless will deliver similar cost savings

in lower density, longer loop areas.

No recent sratemem captures this better than the testimony of an Illinois Bell WItneSS

(John Palmer). The IllinOIS C)mmerce Commissionr:ad issued its price cap order on a Monday

(Docket No 92-488\ and cross examination in the minOls Commerce Commission's competition

docket began on Tuesday The Bell witness W:l5 explaIning why the costs used in the

5<l"Direct Testimony of David Gabel on Behalf of the Office of Consumer Advocate," before
the Commonwealth of Pennsylvania Public Ctility Commission. The Bell Telephone ComDanv
of Pennsvlvania Petition and Plan for A.ltemari\~_ FOrTI of ReQ:ularicn l'nder Chame:- 30.
December 1993. Exhloir



competition proceeding looked different than the costs m the recently completed prIce cap

proceeding. The company acknowledged that digital/ine carrier (DLC) was 30 percent cheaper

than existing technologies for loops starting at 9000 feet

Q. Does the loop and LTF cost development here differ from that employed in
Docket 92-0448?

A. The methodology use is the same. Because of changes in the forward looking
technology, DLC has been applied to larger segments of the loop population and
unique loop costs have been developed.

A. The factors that govern the economic choices have changed. The prices that
Illinois Bell must pay for this technology, compared to copper alone, have
declined since Docket 92-0448. Consequently .. this technology will be employed
in a greater range of cases in the future rhan they have been in the past

Q. What effect does the inclusion of DLe le:::hnology have on loop costs':>

A. The loop cost is reduced by 30%. compared to the use of copper faciliLies. 55

The remainder of Lhe difference appears to be the lack of customer premises costs.

Finally, we have what appear to be fairh well agreed upon costs for feeder and

distribution.

., vVhat Does it Really Cost to Serve Broadband (Video) Customers?

The assumption that costs can be spread across all homes passed is crucial to the

relatively low estimated cost in Table 1. The cosl,f these HFC networks appears low only if

spread across all subscribers

For example. Bell Atlantic' s VDT system described in Table 4 only looks" cheap" if the

network construction costs are spread over all homes passed, In fact. the page which ::hows

55
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"Video Dialtone Network Investments" identifies all porentiaI end users. In the WashinQton

D.C. area, for example, if the costs are spread e)Ver 1 25 million potential end-users, then the

cost per home passed is only $500.

However, Bell Atlantic claims that in ten years it will capture only 40 percent of the

video market. In order to capture this share of the market. Bell Atlantic will likely have to

deploy its video dialtone network in a ubiquirous fashion. But, if Bell Atlantic can only recover

these costs from the 40 percent of households who subscribe ro video service, the cost per home

served is $1250 - much more consistent with Reed's figures.

Bell Atlantic claims it will use the video dialtone network to provide telephony, but the

application placed before the Commission insisted that no costs had been allocated to telephony

and none would be until telephony is actually cut over to the VDT network. Without a cost

allocation mechanism in place. regularors must evaluate the economics of VDT applications

based only on VDT subscribers

The companies idemify a large part of these costs as common. In the case of Bell

Atlantic. common costs are 60 percent of rotal costs. In the case of U.S. West. it is 71 percent.

All of the feeder, distributlon and drop facilities are treated as common. A small part or'the

central office facilities are treated as common. Simolv pUL the loop is treated as a common cost

of telephony and video A figure of 5400 for a loop is quite remarkable. Even if we were to

add about 5100 for the separate telephone drop that so lits from the video. the cost is quite low.

B. COST ESTThIATES FOR TELEPHONE SERVICE

While the LEes have dec:ried the Hatfie!d numbers on the cost of local service. these

36



numbers do appear to be reJsonably consistent \vith the cost estimates used in the video dial tone

applications. In fact, in cases litigated before state utili['J commissions, costs come out a lot

closer to the Hatfield numbers than the embedded A.RMIS numbers.

Table 5 shows a number of cost estimates for local service which put this video dialtone

discussion in perspective. The Hatfield numbers used above are associated with a monthly cost

of just over 521 for local residential service. This is 35 percent lower than the embedded cost

numbers claimed by the LECs The Hatfield cost model -un at the state level produces similar

results.

Recall as well that the Hatfield numbers were actually high compared to the LEC claims

for their video dialtone com In fact. refinements te', the Batfield model incorporated into both

the Benchmark Cost Model and a second version of the Hatfield numbers have lowered the cost

estimates The LECOM mode! is an engineering cost model thac is somewhat different than the

Hatfield model. It builds up costs from actual te!ephone company data on network

configuration. rather than use a generalized archite':rure LECOM is based on a sample of

actual end offices. It toc oroduces cost estimates far below the embedded cost claims of the

LECs.

At least two public Se;-.flCe CommiSSiOns have recemlv found thac when costs are

scrminized and subject to cross examination. the\ are muc~ lower than those claimed at the

Federal level. Unfortunately few cost cases have 'lone te final Commission decisions in recent. -

years. Instead. the debate over costs is stipulated 3\Va\ ]::or example. in Indiana. the company

claimed 3 local cost of JUST over S30 per momh aimes, exactly what it repons to the AR'YfIS



TABLE 5:
ESTIMATES OF TSLRIC COMPARED TO EMBEDDED COSTS (S/MONTH)

AREA THIRD PARTY Be'v! BCM BCM
SOURCE AMNT \ICI ARtV1IS EMBEDDED

NATIONAL HATFIELD I 21.35 16 71 23.04 32.96
HATFIELD II 17.25

PA HATFIELD I 18.34 14.67 20.24 30.16
DT HATFIELD I 14.83 15 09 28.01 37.93
CO HATFIELD I 15.83 18.71 25.80 35.72
CA HATFIELD I 14.94 13 09 18.05 27.97
W~.-\ COMMISSION 10.50 1- 0: 23 48 33.40

HATFIELD I 11.15
FL COMMISSION 19.00 14 '79 20.40 30.32
IN LECOM 18.22 •• Q~ 20.58 30.501..,. ..J

ME LECOM 12.62 2~ 83 34.24 44.16

SOURCES:
NATIONAL BCM - Benchmark Cost Model: A Joint Submission bv MCI Communications
Inc .. NYNEX Corooration. Sorint Corporation. L_ S West. Inc .. CC Docket No. 80-286,
December 1. 1995.

Hatfield: r - Hatfield Associates Inc., The Cost of Basic Universal Service, July 1994, p. 4; II ­
Hatfield Associates Inc .. The Cost of Basic Network Elements: Theory. ModelinQ and Policy
Imolications. March. 1996

ARtvlIS E\1BEDDED - ''Comments U S West Inc." In the Matter of Federal-State Joint Board
on l~niversal Service. Before the Federal Communicat:ons Commission. FCC 96-93. CC Docket
No. 96-45. April 12. 1996. Schedule 3. MCL Spr:nt 'jSW and ~YNEX Benchmark Cost
Model. CC Docket No. 80-236. December 1. 1995

STATES:

PA - "Hatfield Associates, Inc. on Behalf of Mer Telecommunications Corporation and AT&T
Communic:ltions of Pennsylvania. A Model for Derer:nining the Cost of Basic Universal Service
in Pennsylvania." before the Pennsylvania Public Utility Commission. Advanced Notice of
Pronosed Ru!emakinQ RE Fonnal Investi2:ation To Examme and Establish 'Undated Universal
Service Princioles and Policies for Telecommunications Services in the Commonwealth. Docket
No L-009050102. July 17. 1995. Attachment Ie.
UT - "Direct Testimonv of Robert A. Mercer. AT&T Communications of the yIountain States."
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file. Both the LECOM model and a top down analysis of costs conducted by the People's

Council showed costs in the range of $17-18. The company settled for a rate reduction. 56

In many other cases, however, the companies repon proprietary cost data to the public service

Commissions. This data, which is never made public. consistently shows that the costs reponed

to AR1vfIS are vastly overstated.

C. POLICY IMPLICATIONS

This analysis of two types of data suggests that the claims being made by LECs that vast

sums of economic resources must be included tn the cost of unbundled network elements to

compensate them for their embedded costs should be rejected. LEC claims of embedded costs

have gotten grossly our of line with the deployment of efficient networks to provide telephone

service. The fact that several state commissions have found much lower costs. when estimates

are subject to careful scrutiny suggests that pan of the difference is caused by the misreponing

and misallocation of cost data in unaudited accounts As noted m the previous Section, we also

believe that pan of the difference is due to excess prcfits. ineffic:ency and strategic investments,

for which the incumbent companies have no legicmate basis to claim compensation ···rorn

ratepayers.

After these costs are excluded. there rnav be a small sum of investment that could be

56"Testimony of Harold L Rees," Indiana Ctilir:-.: Reg:.llatory Commission. In the Matter of
a Petition of Indiana Bell Teleohone and Telegraoh COffioanv. Incornorated, for the Commission
to Decline to Exercise in Pan Its Jurisdiction ove:- Petitioner's Provision of Basic Local
Exchange Service. to Ctiiize Alternative Regul::uon Procedures for Petitioner's Provision of
Basic Local Exchange Sep!ce and Carrier Access Service. and to Decline to Exercise in Whole
Its Jurisdiction Over All Other_JelecoffimunicatlonsS.<::.s:::l~es and Eouioment Pursuant (Q IC 8-1­
2-6. Cause No. 39075



"stranded" when regulators impose an efficient pricing policy on interconnection and resale of

network to promote competition. In order to treat consumers fairly, any such costs which

remain should be subject to the analysis indicated in Section VII to ascertain whether and how

they should be recovered.

01
J ..



CONCLUSION

Wherefore, CFA and CD urge the FCC to adopt local competition rules consistent with

the proposals contained herein

Respectfully submitted,

1SPoc~
Bradley C. Stillman, Esq.
Telecommunications Policy Director

Dr Mark N. Cooper
Research Direc~or

Counsel for Consumer Federation of America
and Consumers Union

Consumer Federation of America
1424 16th Street, NW, Suite 604
Washington. DC 20036
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